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Impacts 
Reduced Service Quality 

Reduced Ability to Provide Service to all 
Customers 

No Incentive To Invest in Networks 

Eli mi nated Jobs 

Slower Deployment of New Services 

Increased Cost of Capital 

Weakened Equipment Suppliers 



Next Steps ~ 

Current regulatory regime regarding UNE-P 
and pricing is unsustainable 

Turmoil in industry calls for quick and decisive 
action 

As long as we have carrier of last resort 
obligations, prices must be set to recover our 
costs 

There are many ways to solve this problem, but 
time is extremely short. Whatever direction 
the FCC moves, it must be effective in a very 
short period of time 
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sa..;. JBS vramur: i L .  esmlaes 

\Zr beliere SBC has the must attractive regiun for USE-P providers. The aterase monthl! hill for Io.:al scr\ice is among 
the hiphesi uhile lis L \ L P  rates xe the Iouesr. m&nf i t  relarivel! cas! for coiiipetitors to earn decent inarfins. This is  
esp<ciall! U U L '  i n  Ihe '4meritech region. hmeritech and California also have a large nuinhei of dense urban i v e ~ s  with \e t )  low 
loop rates that picnidc ample feeding ground for resellers 

Ba5ed on our analpi>. SBC also takes the hardest hit fur each retail line 1us1 lo I S E - P  rompetitorh M c cstiinatc that thr 
irwipan! l o x \  approximarel! S14.70 in net revenue pci line pci month to1 each t c t ~ 1 1  Iinc ILI>I 10 ccm~p~i i toss  T h i h  cuinparrs 
10 117 XY tor Vcriron. SIX 29 for  BcIISourh and S I 4  71 for Quest In rhe Amciitcch iegiuii. uhere  the conipan! I S  under tull- 
\L.AIL. attach. the cornpan! loses approximatcl\ $21.73 pcr line psr  month in net rctcnuc Thc EBITD.4 impact is also most 
rc\ i ' ie  II~ SB(' We h e k w  the compan) generatcs o\er SI.? 53 in EBITD.4 per r c i ~ i 1  iesidtnual line pet inonrh hut lo.~rs 

l h l !  5.: i l  in EHITI).\ pet month on lines converted to wholesale \ i a  1'511~1' SHC I* the onl! Bell to yenerale niore than 
l i o f n e p t ~ ~ e  IIBITD.2 pa month on i t s  uholesale l ine base 'Thus the ne:ati\e l~ l3 l~ l l l .4  snln: finin istail to wholesale IS 

inoie than SI -00 pel lme per month. also the l azes t  foi the Bells \\ith the sthe! t h e e  111 the -512 to S l h  Isnge In  the 
i~~iicintcch reFion. [hi, figure I S  approximately ~ 5 1 9  00 p d  line 

I.iiie lusse, to L.SE-P hme shifted from the business tu the residential market. In  i h c  sccoiid quxte i .  1'SE~F' t d  JY1.W 
iehiiienual lines and p s i  l1?.ooO business lines. dou,n froiri 393.(KlO huiiness lines in !lie fits1 quartei \Iishigan n3s hi1 
lh:u~lcst with IX?.(KK) h c s  converted from r e i d  to wholesalr in thr stare durins the secund quaner AT&T. uhich began 
marketing in Januar! 2002. claims tu have garnered 6 %  residential market share in \lichipdn six months. Texas has 
W U  the I Z ~ . S I  rota1 l ine  l o b i  to  date from LSE-P uirh o w  I 57 mill iof~ HIIoI~ ' s~IL.  l i n t 5  lborh ['XE-P and TSR, 1" [he ~131e. 
\ \ ' t h W s 3 k  tlet adds h a w  s h e d  dramaticall! in Texas. howe\el. as A'I&l~ h a (  pulled hack on i t s  mukctin: eflorts due 10 
l ~ ' l d t I \ d !  lo\\ discounrs a\aiiable r r 
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M e  expect line lms to continue to ramp up in SBC terntor! in the second half of 2002 and beliebe thc rompan! vi11 Iiiw 

approximatel! 1 million retail lines lo CSE-P in the third quarter. We bel ie\e that roughl) half the 1me I m  111 l t i e  
second quarter occurred In be month june. ~ ~ n s t d e r i n g  the s t u p  p w t h  u1thtn the second quarter and A T h T ' s  enu! i n t o  
the Ohio and Illinois markers In mld.June and the cdiiumta marker in earl) .Au:ust. our n u m k r s  could p r m c  conscr \x i \c  
With another 1.1 million L Y E . ~  line for the iourth quarrer. b e  nou c \ p t  residential iinc loss o f 9  lii and 11 hci i n  

the thud and fourth quarm.  respective]y. This also sugfests that h) year end. 105 of total s u m h e d  ~ C C C , ,  l int\  \! 111 t*. Y\E~ 
P .&pain. u e  noie that OUT malvsls suggests ha[ wholesale lines :enn3te ncpauie EBITDA on 3 w e l s h i d  a\e~a;e has15 111 

2003 u e  crpcct the company t i  lose 3.11 million 

\luch depends on the company's ability to =cure long distance approval in California in the near term. which should 
dampen (hut h) no means eliminate) line 10s while helping to offset much of the r n e n u e  loss. s imtlx io the iesults in 1; I 
approyed Southwestern Bell states. The Adm~nisuativc Lau Judge L A U I  In California has apprmed t h e  Cnillpan!'s 
3pplication and the fu l l  public uulity commission to I S  expected to vote on Seplember I Q ~ .  a short dcla! from the rewnll! 
proposed date ut A u y s t  22"'. A posinye oufcome tor thc Bell could enable SBC to k g i n  marketins into~L.3T.A seniccs  in 
California in late Decemkr .  Ameritech is a different sior) however. as u'e do no1 e x p r  the compan) to rccet\c appIO\lll to1 
long dislance in these stales until the second half of ?@I?. 

Estimates and valuation 

Based on changes tu our model resulting from this anal!sis. we are reductng our 2003 EPS estimate to 52.35 from our pre\ ious 
estimate of S2.36. while tnainlaining our 2002 LPS estunale at $2.31. This uanslates to a 2 3 %  dsciine in EPS in 200.7 versus 
our prr\ious estimate for 2 1 %  F o u l h .  I t  compares unfa\orabl! uith the I 8% EPS decline we continue io expect for 2002. 
Me now expect total proporuonate revenues to decline h! I..?% in  103.7 folloulng the . I 9 5  decline in 2002 Our pre\ious 
estimate u a s  suggesting a 1.1% p r o w h  in re\cnuc, We nou expect EBITDA to decline h! 1.9% versus our pse\'ious 
assumption for a 0.5% grouth in 2003. 

SBC iunentl! trading at roughl) 13.3xnur n c u e s t ~ m a t e s  lot 2003 Ci\en that up do not expeci the coinpan! to generate 
erlouph p a ' h  to reach 11s 2001 EPS of $2.33 until 2006. * e  tk.Iic\c i t  Uill he difficult fur the compan) to wtperiorm the 
i n a r k 1  31 these letels In calculating ow ne% 12-month price ixget of S i0  per shxe .  us conducted a discoun~ed cash flou 
ana)!jli. emplo!~nf a 15 discount rate. a terminal \aIue that assumes 2 iG perpetuit! grourh and a 20% prtvaic market 
discuun~ 

up t o m  3 ~ 2 5  million for all of 2002 

Table 2: Changes to SBC Estimates (SMM) 

2002 2003 *% prowih 
Old New $change %Change Old New $change %Change Old New 
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Global rat ing definit ions and allocation 

o , ~  of companies under EC for which 16 services 
Rating Definition coverage with this rating have been OrOVlaeC 

t2C: 53:; Strong BUY Greater than 20% excess return potential. high oegree of confioence 

%JY Positive excess return potential 
bOlC 

Peduce Negative excess return potenbal 

? ^ , I  

?ow excess return potential low degree of confidence 

Greater than 20% neqative excess return potential high degree of - aril 
confidence 

Excess return: Target prlce. current price - i - gross divldend yield - 12-month interest rate, The 12. month interest rale used is that of the 
company 5 country of incorporation, in the same currency as the predicted return. 
*Investment banking sewices include. but are not restricted to. acting as managerico-manager in the underwriting or placement Of se~urit ies 
[within the past three years). acting as financial advisor. and'or providing corporate finance or capital-markets-related sewices to a company 
or one of its affiliates or subsidianes (within the past 12 months). 

one of its affiliates within the past three years 
37 Within the past 12 months. UBS AG. its affiliates or subsidiaries has received compensation for investment banking s e l ~ i c e s  from this 
co.npaiy 
60 UBS AG its affiliates or subsidiaries expect to receive or intend to seek cornpensation for investmen'banking sewices lrom this 
companv wtnin the next three months 

Unless ofhewise indicated please reler to the Valuation and Risk sections contained wthin the body of this report 
For a complete set of disclosure statements assoyated w t h  the companies discussed in this report including information on valuation and 
risk please contact UBS Warburg LLC 1285 Avenue of Americas New York New York 10019 Attention Publishing Administration 

UBS Warburg LLC 1285 Avenue of the Americas, New York. NY 10019 Phone +1-212-713-ZWO 





IJNIS-P Ecoiioiuics: I>ow iigixliiig the Bclls 

0 Downgrading BellSouth, SBC and Verizon to Hold from Buy 
- Analysis of  UNE-P economics suggests pressure on profitability for the Bells 

(Street estimates are for 2-5% growth ) 

c - We now expect earnings to decline 1.8% vs prev expectation for 2 6% growth 

- We expect long-term FCF growth of 2-3% vs prev. expectation for 3-4% growth 

@ Lowering Price Targets 
- New price targets based on our reduced FCF estimates in our DCF analyses: 

- BellSouth: $26 (previously $28); 

- SBC: $30 (previously $36); 

- Verizon: $34 (previously $50) 

5 We Expect Market Performance Over the Next 12 Months 
Attractive dividend yields should limit downside 

John tiodulik. CFA 
(212) 713-4226, john.hodulik@ubrw corn  , 
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BellSouth 

Old New Schange %Change Old New $change %Change Old New 
2002 2003 % growth 

Wireline Revenue N 4 2 1  18,312 -109 -0.6% 18,731 17,993 -738 -3 9% 17% -1 1% 

Total Revenue 29,009 28.900 -109 -0 4% 29.582 28,842 -740 ~2 516 2 0 %  ~0 2% 
EBITDA 12837 12,784 -53 a 4% 13.120 12.761 -359 -2 7% 2 2% -0 7% 

Ne1 Income 4,035 3,924 -111 -2 7% 4,217 3.836 -380 -9 0% 4 5% ~2 2% 

EPS $2 14 $ 7 0 9  ($005) -2 3% $2 18 ' $202; ($0 16) -7 3% I .-i9./, - ~ ' '  - 3 %  1 
. ... . .. . * 

SBC 

Old New Schange %Change Old New $change %Change Old New 
2002 2003 %growth 

Wiieliiie Revenue 38 168 38 601 -167 -0 4 %  38.884 37,482 -1,402 ~3 6% 0 3,% ~2 9"h 

1o:al Revemie 52372 52705 -167 -0 3% 52,937 51 535 ~1,402 ~2 6"% 1 1 "lo ~1 3% 

EBITDA 21,317 21 357 -70 -0 10% 21,419 20,958 -521 -2 4% 0 5% -1 9"h 

Ne1 liicome 7,728 7715 -13 -0 2% 7,811 7.462 ~ 3 4 9  -4 5% 1 1 %  ~3 3% 

2002 
Old New Schange %Change 

Wireline Rsvenue 40 912 40 897 -15 0 0% 

Total Revenue 65 737 66722 -15 0 0% 

EBITDA 29049 28772 -277 .1 0% 
N e t  Income 8 332 8 150 -182 -2 2 %  
EPS $305  $2 98 ($007) -2 2% 

2003 % growth 
Old New $change %Change Old New 

39,655 39,136 -519 -1 3 %  ~3 10% 4 3% 

67,092 66,575 -518 -0 8% 0 5% -0 2oto 

28,836 28160 -676 -2 30% -0 7"h .2 1 %  

8.587 ,E 1!0 4 5 7  -5 3% 3 1 %  xi 7% 

$3 12 ! $296) ($0 16) ~5 1 %  ; 2 :I,%, n 7% 1 

- 

, .. 

2 



t 

# 

I 

I 
I 

UNE-1) Eco t ic)  tnics: Glossary 

I 
i 4 Unbundled Network Elements (UNE) 

- The individual parts of the local telephone network (7 elements including: local 
loop, switches, transport and OSS) that ILECs are required t o  "unbundle" and 
lease out to CLECs. Competitors can lease out one or all of the available UNEs to 

pwvide service. 1, 

C. Unbundled Network Element-Platform (UNE-P) 
- Use of ALL the UNEs to provide service, requiring minimal capital outlays or asset 

deployment. 

6 Retail Lines 
- Access lines sold directly t o  the end user from the ILEC. 

';. Wholesale Lines 
- Access lines sold to  competitors (AT&T and MCI), which resell the lines to end 

users. 

John Hodulik. CFA 
(212) 713-4226, john.hodulik@ubrw corn 
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LJN13-P lkotiomics: WIMI'S hl Big Dwl? 

+ UNE-P Competition Has Intensified in Recent Months ... 
- MCl's Neighborhood Plan (commenced in April '02; exited 2Q with 800K lines) 

- AT&T (recently entered 3 SBC states [24M residential lines]; plans to  enter NJ 
[4.5M residential lines] in Sept 2002) 

- Other operators 

- Sprint i s  considering this strategy; others include Z-Tel, Talk America, and 
SupraTelecom (which added 12OK UNE-P lines in FL in 2Q02) 

C Due to More Favorable Economics of UNE-P for Competitors 
- Public Utility Commissions continue to set lower rates 

- Recent reductions in California, New York, New Jersey, Pennsylvania 

C. Second Quarter Results Revealed the Bells' Exposure 

; ,-. - Over 1 .I million retail lines converted to wholesale through UNE-P in 2Q 

- SBC: 692K added vs. 358K in 1Q02; 

- 

- 

& lJl iS \ l ' i \ \~ l )~ l l~~  

BellSouth: 278K added, vs 239K in 1Q02; 

Verizon: 110K added vs. 64K in lQ02 

John Hodulik, CFA 
(212) 713-4226, john.hodulik@ubrw corn 
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UNE-P Ecoi~oiiiics: Suni tii;liiy Fitidiiigs 

4 Economics of UNE-P are Worse than We Originally Expected 
- UNE-P lines generate negative EBITDA in 18 states for the Bells (60% of 

US residential lines) 

- SBC's Ameritech region i s  the most attractive for UNE-P competitors 

6 UNE-P Line Growth Will Be Greater than the Market Expects 

-- UNE-P lines can be profitable in 33 states, suggesting further entry (82% 
of US residential access lines) 

- AT&T presents the most significant threat. 

- 

- 

I ts  40% share of the consumer LD market presents an immediate target 

AT&T sees opportunities in 14-17 states, but announced entry in 8 states. 

- The Bells exited 2402 with 7.5M UNE-P lines (5% penetration). 
. .. 

2000a 2001a 2002e 2003e 2004e 2005e '*.> 

i ! UNE-P Lines 2,923 5,652 11,152 18,146 22,367 25,136 

. ,  
t 

UNE-P Penetration 1.7% 3.4% 7.2% 12.2% 15.2% 17.3% 

& I~lllS \ \ ' i l l~ l ) l l ly  
John Hodulik. CFA 
(212) 713-4226, john.hodulik@ubrw corn 
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- Bells only need t o  add 7.3 long distance customers for each UNE-P line added to  
breakeven a t  revenue line 

- However, the Bells need t o  add 5.4 long distance customers for each UNE-P line 
added to breakeven at EBlTDA line 

- UNE-P IS AN EBITDA STORY, NOT A REVENUE STORY 

LD subs 

U N E ~ P  subs 

LD subs I UNE-P subs 

2003e 
1 9 9 0 5  34,524 41 460 

11 152 18,146 22,367 

1.8 1.9 1.9 

We Do Not Expect Near-Term Regulatory Relief 

45.223 

2 5 , 1 3 6  

1.8 

John Hodulik. CFA 
(212) 713-4226, john.hodulik69ubrw.com 

9 

http://john.hodulik69ubrw.com


UNE-1' l<corioin ics: S I I I I I J I I ; ~ ~ ~  Fiiitliiigs 

Anticipate that EPS Will Decline in 2003 for the Bells 

SBC 
vz 
BLS 
0 

EPS highly sensitive t o  growth in UNE-P 

Revenue lost EBITDA lost EPS Impact assuming local line loss of Free Cash flow Impact 
per line I mo per line I mo 1M 2M 3M 5M 1M 2M 3M 5M 

$1976  $1704  $0 04  $0 08 $0 12 $ 0 2 0  $137 $274 $411 $685 

v 89 15 26 0 04 0 09 0 13 0 22 123 245 368 614 
18 29 15 65 0 06 0 13 0 19 0 32 126 252 317 629 
14 73 11 98 0 05 0 09 0 14 0 24 96 193 189 481 

We estimate that 8M lines lost translates into 8 1 B  OpFCF loss 

5 u m m ary 

Poor Economics of UNE-P + Higher UNE-P Line Loss 
= Lower Profit and EPS for the Bells 

John Hodulik, CFA 
(212)  71  3-4226,  john.hodulik@uhrw.com 

10 



I 

f 
i 
i 

I 
I 

i 
t 
I 
i 

1 
i 
i 
I 

1) Calculate Revenue Impact Per Line Lost 

2) Estimate Average Refai/COGS and SG&A per Line Based on 
Existing Wireline EBITDA Margins 

w 

3) Calculate Wholesale EBITDA Contribution 

4) Estimate Future Line Loss in Each State 

I 1 " " I 

John Hodulik, CFA 
(212) 713  4226, john hodulik@ubsw c m n  
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Local service revenue = t Basic local 1 

Difference = ; 1  

cl 

t Vertical Features 

+ AccessllntralATA toll 

I 
! 1 Reta i l  Revenue 
I 

+ SLC i 

i 
+Loop I 

1 Tandem swlching I 

i 

t LNP. 911 and other surcharges 

+Local switching (fixed 8 vanable) 1 W h o l e s a l e  Revenue 
I 

+Transpoll 

Total revenue lost 

Source UBS Warburg LLC and company reports 

& I I I i S  \.\ i11.I ) I  I tag John Hodulik, CFA 
(212) 71 3~4226.  john.hodulik@ubrw torn 

12 



m- m 
tff 
VI .- 

a, c aJ - 

6 



EO000 OW0 0 
8 0 0 0 0  9000 0 

1 llUU 11 U U U O U  
Y" 0IUUU 

0u00 0 11000 0 

Polloo ow0 0 
DW0 0 !100U 
llU0U UlU00 

Y I I  uzuu u 
C I I I U U  lU000 

I I O U U  iwoo 
Y" 1000 U 

PUUUO 110uo 

!UUUU CU00 0 

61000 61: P 6101 

UIWO SI L LO 01 

izwu Ob Z 8681 

6LUU 0 ic z 52 92 

1LU00 Y O 1  6~ rc 
u1w0 19 I PC C Z  

81000 19 I t C  cz 
Y1000 LY I i c y 9  

Z L O U O  I C E  6961 
UUM 0 8n o C Y 6 1  

ECUU 0 86 D 0601 

ICW 0 L Y P  IS ti 
l l W 0  L', z DE Z I  

PCW 0 PL s 66 U 

1LE 
Z C i L  

i Y  C l  

i Y C I  

I l U L  

P Y C I  

D Y C I  

Y 9 L I  

C U Z I  

I L  1 1  

U6U1 

! 6 !  

C! u 
SI 8 

6C 0 

P I  0 

UP 0 

UP 0 
UP 0 

UP 0 
UP 0 
DS 0 

ZY 0 
00 0 
CL 0 
L P  0 
C D  0 

I 0  0 

00 E 
00 5 
00 5 

00 i 
uu  5 

I10 s 
00 E 
0u 5 

w 1, 

00 5 

IlU E 
UU 5 

W I  

00 5 

00 6 

00 6 

00 b 

00 6 
00 b 

00 6 

00 6 
U0 6 
00 6 

00 6 
00 6 
00 6 
00 6 

UO 6 

60 E 
C6 I 

UL 5 

Oi 5 

01 i 

02 5 

UL 5 

Y i  s 
6Y S 

UP v 
cu E 

5s s 
I C 5  

6P 5 



6 1 1 1  69 81 81 9c 6P 0 00 E O E I I  00 9 61 S I  0"1,01P3 WON 

L L  01 1 1  I Z  w It 6b0  WE 0 1 1 1  uu 9 1061 idd#6%sifl 

E5 LI 80 cz L9  EC 6P 0 00 E us I1 00 9 PY Z I  vuvlelno, 

li 92 11 El  6C 1P 6P 0 ou E O E I I  00 9 0P U I  ~ 1 3 ' I " a ~  


